date:

from:

. subject:

Office of Chief Counsel

Internal Revenue Service

memorandum
cc/ I 71 -N-8315-98

JAN 29 1983

Examination Division, KGczcE
ATTN:

Associate District Counsel, | Gz

'

This memorandum responds to your request for advice concerning the treatment of a
transaction in which hcomn’buted assets to a partnership and

immediately sold the partnership interest received in exchange for the contribution.

DISCLOSURE LIMITATIONS

This advice constitutes return information subject to L.R.C. § 6103. This advice
contains confidential information subject to attorney-client and deliberative process
privileges and if prepared in contemplation of litigation, subject to the attorney work
product privilege. Accordingly, the Examination or Appeals recipient of this document
may provide it only to those persons whose official tax administration duties with respect to
this case require such disclosure. In no event may this document be provided to
Examination, Appeals, or other persons beyoud those specifically indicated in this
statement. This advice may not be disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is not a final case
determination. Such advice is advisory and does not resolve Service position on an issue or
provide the basis for closing a case. The determination of the Service in the case is to be
made through the exercise of the independent judgment of the office with jurisdiction over

the case.

10847
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ISSUES

l. Whether realized a gain on the sale of its partnership
interest in in the amount reportzd on its [JJU.S. Corporation

Income Tax Return, Form 1120.

2. Whether realized a loss in the amount of S|l o the
sale of located in to [

CONCLUSIONS

1. No. We believe that LR.C. § 707(a)(2)(B) may apply to the contribution of the
restaurants located in || Gz zcq TN We have

recommended that the Service obtain additional information in support of this conclusion.

2. Yes. The Taxpayer should have reported a loss of S| EGEGNEGGCEIEEN - IR

and a bad deduction of S|lj for Ml The net effect of reporting the transactions in this
fashion is the same. However, the Service may wish to evaluate whether the Taxpayer is entitled
to a bad deduction in [l By doing so, the Service could shift a portion of the loss to [}

We have recommended that the Service obtain additional information for the purpose of
determining whether the Taxpayer sold [lllpercent of the assets of the restaurants 1ocated in

-or sold i percent of the assets.

In addition, we examined two other approaches but did not find them to be feasible.

Caution: The issues raised by the Service involve the amount and character of contributions, the
amount and character of distributions, and transactions to which LR.C. § 707(a) apply. These
items are partnership items as defined in LR.C. § 6231(a)(3). Treas. Reg. § 301.6231(a)(3)-
1(a)(4). As a consequence, they must be determined in a partnership proceeding. L.R.C. § 6221.
The Service, therefore, should open TEFRA proceedings with respect to

I - I

FACTS

L PARTIES

I (1 ' Taxpayer”) is a publicly held corporation organized

under the laws of Delaware and engaged in the restaurant business. The Taxpayer is recognized

for its || -stavrants.
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_(" ' is a Delaware corporation wholly-owned by the Taxpayer
and incorporated in or zbout for the purpose of acquiring certain rights in the [ GG
restaurants.

() is 2 Delaware corporation owned equally by |l

(" "y and C). the originatars of the [ concept.
(I is 2 Delaware limited partnershii formed in

owns aillpercent general partuership interest in while
apprommately Bl individuals together own a [llpercent limited partnership interest.

("_ ) is a Delaware limited partnership
for the purpose of owning and Operanng -restaurants located In

formed on

and

("_") is a Delaware limited i:artnership

formed on , for the purpose of holding an interest in

B s ovned as follows:

Partner Interest Percentage

T RN K
I Limited Partner -
_ is a Delaware corporation owned equally by-and I

I ) 2 2 Delaware limited partnership formed on [N
Eor the purpose of owning and operatmU the [ llcestaurants located in I

was owned as follows:

changed its name to NN o ~ I - - tt<r changed its name

orporanon incorporated as changed its name
the same day as changed its name to

back to

reincorporated in Delaware in
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Partner ’ Interest Percentage

; General Partner K

Class B Limited Partner R
_ Class A Limited Partner B
S ——

("_') is a Delaware limited partnership formed on
, for the purpose of holding an interest inl G His owned as

follows:

Partner’ Interest Percentage

]
= Limited Partner !’/o

As stated above, _is a Delaware corporation owned equally by-and

General Partner B

1I. BACKGROUND

The Taxpayer and its subsidiaries (including- file a consolidated return.

In the late s, the Taxpayer sought to expand its business to include restaurants that
differed but complemented its_

restaurants. Specifically, the Taxpayer became
interested in a chain of [ frestaurants named "-' or "&."
In[lll. purchased development rights and a license to use the [ lllname
in and from SN At the same time, the Taxpayer entered an

operating agreement with || JJko operate existing | restaurants inhand

In . [ -~ Bl o tered into an Amended and Restated Area Development

and License Agreement ("Restated Development Agreement”) in which paid SH
I o obtain the exclusive right and license to establish and operate restaurants

throughout the world for a term of e also was required to pay a quarterly
royalty fee equal tof|percent of its gross sales from its restaurants and to develop [lnew

restaurants for each of the first[llyears of the Restated Development Agreement.
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By lat= [N, owned and operated _restaurants,lin _(the
I R <stavcants), Wi I Cche T R<staurants™), and Win (DD (the
" R 2staurants").

At this time, the Taxpayer adopted a plan to focus on the operations and long-term

success of the core ||l busizess. The plan involved the selling of the-
restaurants and the development of the I cstouants.

The Taxpayer states that thelM cestaurants were widely marketed for sale but that it
received a weak response from interested buiers and the investment banking community. Sgg

letter dated | NN, (o~ , the Taxpayer's representative to the
Service. The Taxpayer atiributes the weak response to the poor performancs of tne [ NGB

concept outside of I - the restrictions placed on the Taxpayer by the license and
management agreements. [d. The Taxpayer then states, "As negotiations continued, it became

apparent that (Y |, the original licensor, was the logical buyer." Id.

The Taxpayer approached and [ G- potential purchasers of __s
B rcsiourants. - agreed to repurchase from |
development and licensing rights in the restaurants and to purchase the assets of the

Restaurants. i however, wanted to

. -

separate the R ¢staurants from the and IR estaurants, because the
I = -staurants were not successful. As a consequence, the transaction was divided into two

parts.

As vice-president of ||| | I outlined the terms of the agreement in a letter dated
I (i 'Letter of Intent”). The basic terms are restated below:

1. - or its general partner, will form two new entities,
named " G 2nd " The type of entity will be

determined at a later date,

2. will buy the and [ Restavrants from-
for a promissory note of §

3. it buy the I Restavrants fom| N o =
promissory note af SHEGN.

4. wiil receive an equity interest of-percent in each of-
and [INGG_G_NG.
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3. The promissory notes each will bear interest at[llpercent per annum and
will be secured by the restaurant assets sold. Principal and interest wiil be
amortized overIMyvears with a balicon payment after IByears.

6. The Taxpayer is prohibited from soliciting offers and responding to

inquiries for the sale of ||l cr the |Gz N

Restaurants, The Taxpayer, however, may solicit offers and respend to
inquiries for the sale of the B -scooans.

7. In lieu of the proposed asset purchase, ||l may ctect to purchase

the stock of || N
The Taxpayer agreed to and accepted these terms on ||| Gz

On_, the Taxpayer's board of directors approved the following
transactions: :

1. sale of the=Restaurants to 2 new limited partnership,=, .
for 2 Sl oromissocy note plus alpercent interest in

2. contribution of the_and -Restaurants to a new limited
artnership, | KGNG. - 2l percent limited partner interest
ollowed b ctim I
to

followed by the sale of a-’/o limited partner interest in
I - - SH ooy e

See minutes of the Taxpayer's board of directars dated_ On_ the

Taxpayer's board of directors ratified and confirmed the agreements underlying the transactions
set forth above.

The Taxpayer claims that it structured the transaction in the manner described above to
avoid sales tax liability. That is, according to the Taxpayer, -"bulk sale" rules provide an
exclusion from sales tax for the sale of tangible personal property to | Because
B - B o ot have similar mles,ineeded to contribute T
and Restaurants to _and then sell its partnership interest to
in order to eliminate any sales tax exposure in those states. The Taxpayer claims that
federal and state income tax liabilities were not adversely affected,
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M. TRANSACTIONS AT ISSUE
Disposition of NN - NG ot urants
Upon the formation of NG B - :-ibuted SElin exchange for

a general partner interest of [percent. _ contributed SIlin exchange for a Class A
Limited Partner interest of IR percent and contributed the =and Restaurants,
valued at Sl in exchange for a Class B Limited Partner interest of 4. See

Agreement of Limited Partnership of ||| | | | | S : D<= arc Limited
Partrership (the ||| ). Scction 2

Immediately following the formation of - s BB Class B
Limited Partner interest to |G o = 3 romissory note. See Partnership
Interest Purchase Agreement, Article II. The promissory note bears interest at .percent per
annum and requires monthly payments of SR together with a final payment of all unpaid

principal and interest after Jlyears.’ The promissory note is secured by any limited partnership
interests owned by _

Pursuant to the || N A grecment, _must make distributions of

"distributable cash” on a regular basis but no less frequently than quarterly in the following order
and priority:

(a) First, to the Class B Limited Partner untii the Class B Limited
Partner has received distributions . . equal to the accrued and unpaid
Preferred Return.

(b) Second, to the Class B Limited Partner until the distributions .
.. equal the Class B Limited Partrer’s unpaid Capital Distributions then
due.

(c) Third, if the balance in the Reserve Fund is less than the
amount (the "Minimum Reserve Balance") that is the lower of () N
D (5 I p, or (ii) the outstanding balance (including any
accrued and unpaid interest) due and owing under the Promissory Note,
then [J|percent (M%) of remaining Distributable Cash shall be
deposited in the Reserve Fund until the balance standing in the Reserve
Fund equals the Minimum Reserve Balance.

¥ The file contains only an unexecuted copy of the promissory note. Therefore, the tarms of the
promissory note may be different than those stated.
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(d) Fourth, to the Class A Limited Partner until the distributions . .
. equal the accrued and unpaid Preferred Return on Additional Capital
Contributions.

(e) Fifth, to the Class A Limited Partner until the Adjusted
Additional Capital Contributions of the Class A Limited Partner are
reduced to zero.

(f) In all other cases, Distributable Cash shall be distributed |l
percent (JJ%6) to the General Partner, {5 to the Class A
Limited Partner, and gt nercent (gmro) to the Class B Limited
Partner.

To the extent that the total distributions provided for in Sections 4.1(2) or
4.1(b) during any Fiscal Year exceed the amount of Distributable Cash,
the Partnership shall withdraw cash in the amount of such excess from the
Reserve Fund and shall distribute such cash in accordance with Sections
4.1(a)and 4.1(b) . ..

Seé_ Agreement, Section 4.

The NG /. orecment provides the following definitions for the capitalized terms
above:

1. "Distributable Cash" means the gross cash proceeds from Partnership
operations less the portion thereof used to pay or establish reasonable
reserves for all Partnership expenses (not including amourts deposited in
the Reserve Fund), debt payments, capital improvements, replacements,
and contingencies.

2. "Preferred Retumn” means a sum equal tolpercent per annum "(or ||
percent (%) per annum after the occurrence and during the continuation
of an Event of Default as defined in the Loan Agreement . . . between [}
B o ) - - of the average daily balance of the
azgregate "Adjusted Capital Contributions” of the Class B Limited Partner
... "Adjusted Capital Contributions" means the S_ capital
contribution made in exchange for the Class B Limited Partner Interest . . .
reduced by the amount of cash distributed to the Class B Limited Partner
pursuant to sections 4.1(b) and 13.2(c) of the _Agreement,
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3. "Capital Distributions” means a series of distributions to be made to the
Class B Limited Partner in the amounts, and on or after the dates, set forth
on Schedule 2 of the _Agreement.

4. "Reserve Fund” means funds "held in the Collateral Account that will be
established In connection with that certain Reserve Fund Pledge
Agreement, by and among the Partnership, the General Partner, the Class
A Limited Partnier, and the Bank named therein.”

5. "Promissory Note" means "that certain secured promissory note . . . made
in favor of the Class A Limited Partner by the General Partner in the

principal amount” of S|z

See I 2. gcecment, Exhibit A, Glossary.

_ apparently has made each payment required under the promissory note.

The Taxpayer reported a short-term capital gain of S-with respect to the sale of
its interest in [ lfoc Schedule D, Capital Gains and Loss, attached to its [Y-S-
Corparation Income Tax Return, Form 1120. The Taxpayer computed the gain as follows:

Gross Sales Price
Cost
Gain

The cost identified equals [l percent of the cost for the || znc MEER estaurants.

Disposition of [ NGTcNG R estaurants
On|EEE . -.: same day as the formation of _, and

- entered into a Asset Purchase Agreement, pursuant to which sold the
Restaurants to [ for 2 promissory note of . The note bore interest at a rate of
ipercent per annum and provided for a schedule of payments.

_apparently did not make any payments on the S|lflpromissory note.

The Taxpayer states that it became clear that | ENEEEEE +ould not be able to meet its obligations
under the note and that the note was worthless. As a consequence, the Taxpayer states thata

decision was made to find a buyer for the -Restaurants. See letter dated _
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_— T e ae—
(" ‘)Wplus Boecent of gross sales from the restaurants
R

opened and operated at the estaurants sites.

The Service states that, at the time ||| 2cqvired the IR estavrants, it had
begun negotiating with- for their sale. We were unable to locate the document to which the
Service refers. The index of closing documents for the sale of the Restaurants to [INIEGEING

~shows only a "Non-Disclosure and Confidentiality Agreement” dated and a "Letter
of Intent" dated Both dates occur after | the date of the
Letter of Intent between. the Taxpayer and the date of the Asset
Purchase Agreement between N 2"< We did, however, find a note with
respect to a telephone conversation between the Service and the director of real estate
for[ Il According o | R received 2 call seeking interest in the [ ENGIN
Restaurants in or recalls speaking with * chief

operating officer of- and N Vicc-president of the Taxpayer. By this

time, and had executed the Asset Purchase Agreement.

With the sale of the-Rcstaurants, _had no means to make payments on
promissory note. The Taxpayer contends that the note was worthless by the end

the SF
of | The Taxpayer then wrote off the note in - To reflect the write-off, the Taxpayer
reduced the original asset sale price from ST o z<ro.

The Taxpayer reported an ordinary loss of S-with respect to the sale of the
to on Form 4797, Sales of Business Property, attached to its -
Form 1120. The Taxpayer computed the loss as follows:

* _apparcntly worked for the Taxpayer or -prior to _ B
employ of the Taxpayer upon the ¢losing of the 2 sactions to coatinue with -as chief operating
officer.
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Gross Sales Price
Equipment
Signs
Leaseholds
Equipment
Leaseholds
Total
Adjusted Basis

Depreciation
Equipment
Signs
Leaseholds
Equipment
Leaseholds

‘ Total

Cost
Equipment
Signs
Leaseholds
Equipment
Leaseholds

Total | e
Total
Gain or (Loss) (3

reported an ordinary loss of S-with respect to the sale of the -
Restaurants to

on Form 4797, Sales of Business Property, attached to its s
computed the loss as follows:

Partnership Return of Income, Form 1065.

Gross Sales Price hY
Cost
Gain or (Loss)

On Form 8594, Asset Acquisition Statement, attached to its [Illliform 1065,__
identified the total purchase price of the Restaurants as $- In addition,

Bl cported income of Sﬁfrom "debt forgiveness." -

and _entered into (1) a Dissolution

("Dissolution Agreement") and (2) a Termination Agreement.
canceled the § romissory note, and
to

3

On
Agreement of
Pursuant to these agreements,
assigned its rights in the Ipercent payment by
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DISCUSSION

1. DISPOSITION Or INEG—_—_—— ~ND FN R S TAURANTS

As a general rule, neither a partnership nor any of its partners recognizes gain or loss on
the contribution of property to the partnership in exchange for an interest in the partnership.
[.R.C.§ 721(a). The general rule, however, does not apply to a transaction between a partnership
and a partner not acting in his capacity as a partner. Treas. Reg. § 1.721-1(a).

Rather than contributing property to a partnership, a pariner
may sell property to the partnership or may retain the ownership of
property and allow the partnership to use it. In all cases, the
substance of the transaction will govern, rather than its form. ...
Thus, if the transfer of property by the partner to the partnership
results in the receipt by the partner of money or other '
consideration, including a promissory obligation fixed in amount
and time for payment, the transaction will be treated as a sale or
exchange under section 707 rather than as a contribution under
section 721.

Id.

A transaction shail be considered as occurring between the partnership and one who is not
a partner, if a partner engages in a transaction with a partnership other than in his capacity as a
member of such partnership. LR.C. § 707(a)(1). A partner is not acting in his capacity as a
member of a partniership in the following situation:

L. the partner directly or indirectly transfers money or other property to the
partnership;

2. the partner receives a related direct or indirect transfer of money or other
property from the partnership; and :

3. the transfers , when viewed together, are properly characterized as a sale or

exchange of property.

LR.C. § 707(a)(2)(B). The transaction described above constitutes a sale of property, in whole or
in part, by the partner to the partnership only if based on all of the facts and circumstances,

l. the transfer of money or other consideration would not have been made
but for the transfer of property; and
2. in cases in which the transfers are not made simultaneously, the

subsequent transfer is not dependent on the entrepreneurial risks of
partnership operations.
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Treas. Reg. § 1.707-3(b)(1).
Caution

Before going further, we must advise you that generally, items relating to the following
transactions, "to the extent that a determination of such items can be made from determinations
that the partnership is required to make with respect to an amount, the character of an amount, or
the percentage interest of a partner in the partnership, for purposes of the partnership books and
records or for purposes of furnishing information to a partner” are partnership items as defined in
LR.C. § 6231(a){3): (1) contributions to a partnership, (2) distributions from a partnership, and
(3) transactions to which LR.C. § 707(a) applies. Treas. Reg. § 301.6231(a)(3)-1(a)(4). For
purposes if its books and records, the partnership needs to determine:

1. the amount transferred from the partnership to a partner or from a partner
to the partnership in any transaction to which LR.C. § 707(a) applies;

2. the character of such an amount; and

3. the percentage of the capital interests and profits interests in the

partnership owned by each partner.
Treas. Reg. § 301.6231(a)(3)-1(c)(4).

To the extent that a determination of an item relating to a
transaction to which section 707(a) applies can be made from these
and similar determinations that the partnership is requirad to make,

_therefore, that item is a partnership item. To the extent that that
determination requires other information, however, that items is
not a partnership item. An example of such other information is
the cost to the partner of goods sold to the partnership.

Id. As such, the items identified above must be determined at the partnership level. LR.C.
6221. And the Service should open a TEFRA partnership proceeding with respect to |||

§ 6
|
Application to Facts

In this case,Fcontributed the | N 2c0 IR =st2urants to
a

Bl i cxchange for allP% Class B Limited Partner interest. Immediately thereafter,

sold its Class B Limited Partrer interest to ||| GGl - ST

The transaction, however, resembles, at least in part, a sale of the_ and INEGINc
Restaurants to NG (- the following reasons:
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L. According to the Letter of Intent, the parties intended fo. sell
Il o=ccent of the [N -0 IR <staurancs 1o

2. According to the minutes of the Taxpayer's board of directors, the
transactions involved, in essence, "the sale of a-percent interest in the

[Taxpayer's] I restaurants operation to affiliates of [ N tor

in notes."
3. I |5 an indirect transfer of money to [N

a. Although is the maker of thf‘
Dromissory note, apparently bears the burden of
making the requisite payments on the promissory noie.
as the Class B Limited Partner is entitled, in all
events, to distributions (called preferred return) equal to [llpercent
per annum of the outstanding balance on the SHEG_GzGNG
promissory note.

c. | :: to: Class B Limited Partner is entitled, in all

events, to distnbutions equal to amounts set forth in a schedule
~tached to the N c-comerr, -

d. The distributions coincide in time with the payments required by
the promissory note, including a substantial distribution payable at
the time the balloon payment under the promissory note is due.

The transaction, therefore, meets all of the requirements of LR.C. § 707(a}(2)(B).

We recommend, however, that IS

¥ The "transactions” referred to in this statement include (1) the contribution af the zmc.
Restaurants to _and the subsequent sale of the limited parmership interest in o

and (2) the sale of Ihe-Rssraurants ta
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These items, if consistent with the terms of the | N M A zrecment and the iromissory

note, should establish that_rnade indirect transfers of money to

The question then becomes whether the transaction should be treated solely as a sale or as
a part sale, part contribution, If the transaction is treated solely as a sale, the transaction would
result in gain calculated as follows:

Sales Price
Plus Liabilities Relieved, if any®

s I
: ?
Less Adjusted Basis
Gain hY

This gain is the same as that reported by the Taxpayer on its -Form 1120.

The Service, however, would like to treat the transaction as a contribution of [percent

of the [ 2~ BB R ostaurants in exchange for a[lllpercent interest in (NN
and a sale of [llperceat of the || lznd IEBBR <staurants for a promissory note. Ifthe
transaction is treated in this fashion, the transaction would result in gain calculated as follows:

Sales Price sIEG
?

Plus Liabilities Relieved, if any

Less Adjusted Basis ( —
(Ml percent of S NI

Gain s I
This gain is the gain proposed by the Service in its examination.

We find several facts that support treating the transaction solely as a sale, as well as
several facts that support treating the transaction as a part-sale, part-contribution. We believe the
following facts support treating the transaction solely as a sale:

1. In the [ A greement, the parties set the gross value of all of the

assets of the NN nd IR ost2urants o SNNNNNNN S

§ The liabilities relieved would equal [l|percent of liabilities associated with the [ NN~
Restaurants.

7 In its analysis, the Service reduced the Taxpayer’s adjusted basis of S-by 5- the cost
of cerain intangibles, before multiplying by .perccnt. Intangibles are not property used in a trade or business as
defined by LR.C. § 1231(b). The gain resulting from this analysis is S- For simplicity, we did not
subtract S from the Taxpayer's adjusted basis. :
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Agreement, Section 2.2(b); see also _

Agreement, Exhibit B (Contribution Agreement), Section 1.7.

1f the contribution of the | NN nd R estaurants is
disregarded, the contributions of cash upon the formation reflect the

partners’ interests in _ Specifically, contributed
S and hoids a [ percent interest, and contributed

SHM and bolds Jff percent interest. (See befow for another
interpretation.}

We believe that the following facts support treating the transaction as a part sale, part

contribution.

3.

According to the Letter of Intent dated 1he parties
intended forlosell-percent of the and -
Restaurants to L

According to the minutes of the Taxpayer's board of directors, the
transactions involved, in essence, "the sale of allllpercent interest in the
[Taxgayer s -restaurants operation to affiliates of [ NG for
in notes.”

The contributions of cash are disproportionate and do not correspond with
the interests received in exchange for such contributions. Specifically, [
contributed S- in exchange for a.perccnt interest, while
coutributed $-1n exchange for a 1 percent interest.
To give economic substance to the contributions, it is logical to assume

that contributed _glus a portion of the assets of the
and Restaurants for the [|percent interest.

To resolve this issue, we recommend that the Service obtain the following information:
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This information should establish whether the agreed value of S| lkepresents the full

value of the _and -Restaurants or a portion thereof.*

1. DispOSITION OF THE [ IRESTAURANTS

In this case, sold the -Restaurants to |- exchange fora
promissory note of § Shortly thereatter, | NN so1d the -Restaurants to
B - S aod canceled the promissory note.

Approach 1 - Sale of [ percent of the -Restaurants

The Service would like to treat the sale of the [ IR estaurants as a sale of .perccnt
of the IR estaurants and as a contribution of Ml percent of the IR estaurants. The
Services faces problems similar to those described above. Specifically, the transaction looks like
a sale of 2ll of the assets of the |JJR estaurants because:

1. The Asset Purchase Agreement defines the assets purchased by [ ENGcz0N]N
to be "all of Seller's right, title and interest in and to all tangible and
intangible properties, assets and rights which are used by Seller in
connection with or otherwise useful in, or necessary or desirable for, the

operation of the Restaurants . . ." See Asset Purchase Agreement, Section
1.59.
2. The contributions of cash upon the formation reflect the partners interests

in NG Specifically, contributed $[lland holds 2 Il
percent interest, and _contnbuted SIHand hoids 2 .‘Jerccnt
interest.

¢t See Jacobson v. Commissioner, $6 T.C. 377 (1991). This Court concludes that the transaction involved
a part contribution of the property to the parmership and a part sale of the property to the other partner. Although
LR.C. § 707(a)(2)(B) did not apply to the facts of Jacobson, the analys:s regarding how the Court reached its
conclusion is helpful to this case.

9
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The only support for treating the transaction as a sale of .percent of the IR cstaurants is
the intent of the parties as evidenced by the Letter of Intent and the minutes ofthe Taxpayer's

voard of directors dated _

We recommend that the Service obtain the information tdentified above with respect to

the disposition of the ||l 2nd IR <st2urants.

Approach 2 — Deduction for Bad Debt

The Service also could attack the Taxpayer's method of reporting of the sale of the

[ R=staurants. The Taxpayer did not report the sales price as S|l Izstead, it
reduced the original sales price by S|t reflect the cancellation of the promissory note.

We do not believe that this is a proper reporting of the transactions, The Taxpayer should
have reported the sales price as Sﬁand reported the cancellation of the promissory note

as a bad debt. Admittedly, reporting the transaction in this fashion leads to the same result as the
reporting by the Taxpayer on its o 1120, However, it leads to the same result onlv if
the Service accepts that the promissory note was worthless as of

(b)(5)(AC) ,
Approach 3 — Sale of the SR estaurants by =Directly to [

The Service has suggested another approach, using the substance-over-form doctrine
and/or the step-transaction doctrine to treat [l s having sold the IR staurants
directly to [N for SP The Service argues that I - begun negotiations with

B e sale of the estaurants prior to the time at which it sold the |||l
Restaurants to .
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(b)(5)(AC)

Sate 1S Sale o OIS

Sales Price $ 3
Basis .
Loss (3 (8

DYEMAC) - ... ...

(b)(5)(AC)

Approach 4 — Contribution of the=Restaurnnts to=

The Service potentially could use substance over form to treat the transfer of the-
Restaurants to as a contribution to capital. By doing so, the Service could shift the
toss tof, the year of s dissolution and could recharacterize the loss as capital.

In applying substance over form, the Service would attack the validity of the promissory
note. First, |l app2:ently did not make any of payments on the note. Second, payment
on the promissory depended on the success of the || l's cperations.

(Pirincipal and interest shall be due and payable in arrears on the
fifteeath day of each month in monthly installments equal to the
lesser of (2) S (the "Fixed Payment) and (b) [
Il's Net Income received during the previous calendar month (the
"Cash Flow Payment") . .. Inthe event that the undersigned pays
the Cash Flow Payment in any month, then the Fixed Payment for
the immediately succeeding month shall be increased by the
amount of the excess of S|l over the Cash Flow Payment
actually paid for such month.

See Promissory Note, Section 2(b). Finally, -ca.nceled the promissory note only [Jor |l
months after the sale.'

Having said that, however,

19 For a cases in which the court found a contribution of property instead of a sale of property, see Oliver
v. Commissioner, 13 TCM 67 (1954) and Castle Heights, Inc. v. United States, 242 F.Supp. 350, 65-1 USTC 7 9483
(ED Tenn. 1963).
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If you have any questions, please call me at _

Assistant District Counsel

By s/

Attorney

cc:  ARC(TL)



